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INTRODUCTION

The original Garment Contractors examination information package was printed in
March 1989 (for IRS use only), based on audits of approximately 25 different
contractors. Subsequently, a revenue agent group specializing in garment industry
examinations adopted that information package as a training tool and reference
source. This current guide isarevision of the first which draws from the findings
of that group's audits to expand upon, clarify, and update the original document.

During the 3 years, the specialization group used the original reference guide,

examinations were conducted primarily on sewing contractors filing Forms 1040
and 1120. Most were Los Angeles District taxpayers.

Vil
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Chapter 1

SELECTION OF CONTRACTORSFOR AUDIT

BACKGROUND

STEP #1.

(Note: If this package is being used for a contractor return which has already been
assigned to an examiner, the reader should skip this section and proceed to Chapter
2, General Background.)

The garment speciaty group did not rely on DIF selection and normal classification
functions to identify contractor returns for audit. Instead, the process of identifying
high potential contractor returns began with an expanded "package audit" during the
examination of a garment manufacturer. In other words, as a manufacturer was
audited, the examiner reviewed certain documents (such as canceled checks, invoices,
Forms 1099) that pertained to contractors who performed services for the
manufacturer. Those documents highlighted one or more contractors who were likely
to have understated their income by significant amounts. By reviewing the canceled
checks, the examiner had firm indications whether or not specific contractors were
negotiating them in unusual ways, which by itself wasa"red flag."

REDUCE THE TOTAL NUMBER OF CONTRACTORS UNDER

CONSIDERATION

STEP #2:

While completing the expanded "required filing check™ step described above during the
manufacturer's audit, the examiner should concentrate on those contractors with the
highest dollar volume. Review of the Form 1099 is a good starting point. 1n addition,
the disbursements journal should aso be reviewed for other large volume contractors
not included among the Forms 1099, since 1) the manufacturer may not have issued
Forms 1099 to all who should have received them, and 2) Forms 1099 are not
required to be issued to corporations, and contractors are sometimes organized as
corporations.

IDENTIFY DISBURSEMENTSTO THE SELECTED CONTRACTORS

In preparation for reviewing the key documents (canceled checks), a representative
number of disbursements made to the contractors selected in step #1 must be
identified by check number, date, and amount. The manufacturer may aready have the
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STEP #3:

information available. For example, a schedule may have been prepared when the
Forms 1099 were originally prepared, or the accounting system may automatically
(either by computer or by manual record) list each payment made to each contractor,
or avendor file maintained for each contractor would include information to identify
all disbursements made to the vendor of interest. Of course, the possibility exists that
the examiner may have to schedule the checks that are to be inspected. Thisisthe
least convenient, from the examiner's point of view, but this step requires that checks
for the selected contractors be identified, so that the examiner can inspect them.

INSPECT CANCELED CHECKS

STEP #4:

The next step isto pull the checks for each selected contractor and to review the
endorsements. The examiner will be looking for significant amounts of checks that
were negotiated in unusua ways. For example, they may have been converted to
cashiers checks, or cashed at the bank, or cashed at check cashing businesses, or
deposited to a bank account located in another city or far from the contractor's place
of business, or endorsed to another entity. Because contractors normally are closely
held family businesses, with few accounting controls in place, failure to deposit
normal business receipts in the contractor's business account may indicate that the
income is not being reported for tax purposes.

SELECT CONTRACTOR FOR AUDIT

STEP #5:

By the completion of Step #3, the examiner will have identified one or more
contractors whose audits he or she will spin-off. The examiner should request the
payment detail for these contractors for the subsequent years aswell. The
manufacturer will likely not have any reservations about providing the requested
information at this early stage of its own audit; it may be more difficult at the later
stages.

SECURE DOCUMENTS FOR CONTRACTOR FILE

The information to be accumulated for each contractor that will be spun off should
include:

Form 1099

Payment ledger or printout

Front and back of all checks

Form W-9

Initial application to provide service

Any identification information that the manufacturer may have on the contractor

ourwbdpE
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STEP #6:

-- Such as past and current addresses, telephone number, state registration
certificates (see Chapter 6 for more information about the state registration
certificates), names, and social security numbers of the owners.

These documents will be supplemented with additional information before the
examiner contacts the contractor (see Chapter 6, Accumulation of Information Before
Starting The Audit and Chapter 8, Examining Income), but at this point, the examiner
has a good foundation for starting the contractor audit.

SECURING THE CONTRACTOR RETURN

Generally, the contractor's return may be secured from the appropriate Service Center
using standards procedures for doing so. Consider the following example, however,
which is a common situation:

Example1

The manufacturer has supplied all of the checksfor the contractor of
interest, but the Form 1099 reflects the following:

XXXXX's Contracting Service
000 E. 8th Street,
Los Angeles, CA 00000

Isthis a corporation or a partnership? If so, what is its year end? Could this be asole
proprietorship? If so, who isthe owner? What isthe owner's social security
number?

IDRS research is a good starting point. For example, command code INOLE often
provides the following information:

Current address
Filing requirements
Fiscal year month end
Cross reference SSN.

PwWdD PR

Further, transcripts and command codes, RTVUE, and BRTVU could provide
valuable information to secure the tax return of the contractor.

If IDRS research isinconclusive, the examiner may have to research business license
records, bank records, DMV records, the California garment industry registration
directory, or similar sources to identify the correct and complete name of the
taxpaying entity, perhaps to obtain the identifying number, and perhaps to determine
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its year-end.

Of the sources of information listed above, the only source of information that is
peculiar to the garment industry is the California garment industry registration
directory. (Local State's Department of Labor should be contacted to determine
directory listings of garment industries.) Thisisalisting of al garment industry
entities that have a current registration on file with California, as required by State law.
This directory can be useful for finding a current address for a taxpayer and sometimes
to identify an entity type. The garment specialty group in Los Angeles has current
and past copies of this listing. A corporate entity doing business under its corporate
name would have alisting as follows:

Registration No. 26-1111111 Expires 9/9/94
Contracting Company, Inc.

222 Main Street, #1010

Los Angeles, CA 90007

A sole proprietorship, partnership, or corporation doing business under a D.B.A. name
would have a listing as follows:

Registration No. 26-2222222 Expires 8/8/94
Charles Jones

D.B.A.. Charlie's Credtions

1111 Wilshire Blvd.

Los Angeles, CA 90015

There are no patterned search procedures for identifying the taxpayer (whether an
individual, a partnership, or a corporation), its taxpayer identification number, and its
year-end, all of which are necessary to requisition areturn. The specific steps that
must be taken will be determined by how much and what kind of information isinitialy
available to the examiner. When this Market Segment Specialization Program was
being developed, all of the sources mentioned above (and severa others) were used at
one time or another. An examiner with little experience in finding a taxpayer and its
identification number should draw on the following sources for guidance: A more
experienced agent, a group manager, a fraud group agent, arevenue officer. All of
these individuas should have some experience working with the more common of the
sources mentioned. See Chapter 6 for further discussion of information sources.

An alternate way of selecting contractors that will be examined: Instead of
concentrating on high volume contractors, as described in Step #1 above, some
examiners went directly to a sampling of canceled checks as part of the cash audit.
This sequence started with 1 to 3 months of the manufacturer's canceled checks; the
examiner ingpected the backs of all checks in this sample period for indications of
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check cashing. From the list of follow-up candidates generated in this step, the
examiner went into Steps #4, 5, and 6. There are advantages and disadvantages with
both sequences. The sdlection of which method to follow rests with the individual
examiner. However, the aternative method is best used by those who have extensive
experience examining garment contractors.

SUMMARY

What has the examiner learned about the contractor selected for audit, other than
income may be underreported? The checks secured from this one manufacturer will
also tell the examiner:

1. One or more banks where a contractor has an account.
2. Oneor more of the bank accounts where the contractor deposits receipts.

3. Who actually negotiates the checks, if not the principal (A relative? Spouse? A
third party?).

4. The approximate percent of total receipts from this manufacturer that are
deposited.

5. How and where checks not deposited in the contractor's business account
are negotiated.

6. Perhapsan address or adriver's license number that may be useful when
trying to identify and locate a contractor, as discussed above in Step #6.

This knowledge is extremely useful for designing initia interview questions to verify
information gained from the contractor. Keep in mind that the examiner will have
accumulated information from other sources before meeting with the contractor. The
background available to the examiner should alow the examiner to hold a very
effective interview (instead of asking standard, "canned" questions), one which will
provide vauable information for developing any potential income issue, as well as any
others the examiner may want to raise.

A word of caution. Unusual negotiation of checks does not "guarantee” that the
examiner will eventualy find an income understatement. For example, contractors
have been known to report their income based on Forms 1099 they receive; in this
case, a sole proprietor could conceivably be cashing a substantial portion of receipts,
while reporting the correct amount of income. It is conceivable, but it is not probable
because if a contractor is reporting based on Forms 1099 received, he or she will
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probably have performed services for manufacturers who did not issue a Form 1099 to
the contractor.

A second word of caution. A basic premise of the procedure described above was that
there would be follow-up on selected contractors only if the canceled check inspection
demonstrated that the contractor was negotiating checks in an unusua manner. It
should be obvious, that even if a contractor deposited all checks from the particular
manufacturer, there are no assurances that the income was reported for income tax
purposes. As amatter of fact, in one case, the contractor's checks all seemed to have
been deposited, with no unusual negotiation of checks. The endorsements reflected
that deposits were made to one of two accounts, both at the same bank. The examiner
was hot too concerned, because contractors frequently have a general bank account
and a payroll bank account, both of which receive deposits of checks representing
gross receipts. When income was examined, however, it was found that only the
deposits to one account were included in gross receipts. The other account was a
persona account, in the owner's name, and it was never presented to the preparer
when the return was prepared.

All procedural suggestions in this information package were used and tested prior to
inclusion in this narrative; the process of generating contractor audits from that of a
manufacturer exam was an extremely successful one, and resulted in substantial
adjustments.
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Chapter 2

GENERAL BACKGROUND

INDUSTRY OPERATIONS

The garment industry is a complex and related array of businesses and organizations all
directed toward the goal of producing the garments which will satisfy the current
fashion needs of consumers. Within the industry, there are various levels through
which raw materias are transformed into fabric and trim, which in turn are
transformed into a garment.

Thefirst level, and the one with which people are most familiar, isthe retail store. The
second level is the manufacturing level which designs the garment, secures fabric and
materials, coordinates all aspects of the construction of the garment, and sells the
finished garmentsto retailers. Some manufacturers cut, sew, and perform all
operations needed to assemble a particular garment. However, magjor phases of the
manufacturing process are normally "contracted out."

Along this same second level lies the manufacturers and converters of fabric. These
entities convert raw materias into the fabrics which are used by the garment
manufacturers.

Thethird level iswhere a garment is normally constructed and assembled. These
entities, which are responsible for the construction, are known as contractors and
sub-contractors and are the focus of the following audit procedures and techniques.
Contractors can be classified by the function they perform in the assembly of the
product. These functions can be classified into several primary areas. cutting, sewing,
and specialized services. These contractors are supervised by the manufacturer, in the
sense that the latter provides most materials, sets the specifications to be followed, and
inspects work in process and finished garments to ensure the process was completed

properly.

CONTRACTOR SERVICES

Contractor services include cutting, sewing, and other specialized contractors are
discussed below.



Cutting

Sewing

Before the construction can begin, the materia or fabric must be cut into the various
patterns and sizes which will make up the particular garment. Thisisthe basic
responsibility of the cutter. He or she will receive the bolts of fabric from the
manufacturer and cut it to the manufacturer's specifications. These specifications are
mapped out on a pattern known asa "marker." These markers are provided by the
manufacturer.

The sewing contractor will receive the bundled cut fabric from the manufacturer or
cutter and will be given the special instructions and a sample for the sewing. The
manufacturer will usualy supply al needed materials such as fabric, trim, buttons,
labels, plastic bags, and hangers. The only supplies the sewing contractor usually
providesis the thread, needles, and knives. Therefore, the ending inventory is usually
very minimal.

Consistent availability of work for a contractor generally depends upon the seasonal
fluctuations of the manufacturer's business. A contractor often attempts to work for
severa different manufacturers at onetime. On the reverse side, a manufacturer will
often employ numerous contractors at one time.

Other Specialized Contractors

There are other contractors which operate specialized services. At this point, there
have been no audits of these specialties but some of the audit techniques would still

apply.

Fusing

This service encompasses the bonding of the interfacing of a garment through a
heating process to allow the particular garment sections (collars, cuffs, etc.) to retain

their shapes.

Dyeing/Fabric Treatment

This specialty applies specia coloring techniques to clothing or fabrics such as
stonewashed or acid-washed jeans and garment dyeing.

Pleating, Embroidery, and Other Specialized Oper ations

These services require the use of special equipment and skills. Although they may be
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offered in combination with other services, few conventional sewing or cutting
contractors provides such services.

SUMMARY

The following chart summarizes this chapter.
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Simplified Garment Industry Model

consumer
(7)
Retailer
@
(1)
Textile Mills > |Manufacturer
(2)
1 (5)
A Other
Cutting (3) Sewing (4) Specialized
Contractor >| Contractor >| Services
(as needed)

Industry Process

1.
2.
3.

4.
5.
6.
7.

Manufacturer purchases fabric from textile mills.

Fabric cut by cutting contractor not by manufacturer.

Cut fabric is transferred to sewing contractor and is sewn
into various garments.

Other specialized services, if needed.

Finished goods transferred back to manufacturer.

Goods are sold to retailers.

Goods are sold to consumers.
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Chapter 3

CONTRACTOR'SRELATIONSHIP WITH MANUFACTURERS

BACKGROUND

The following paragraphs describe, in a general way, some of the more common
aspects of the relationships between garment contractors and the manufacturers for
whom they perform services. They should provide an examiner who has no previous
experience with this type of taxpayer with an overview of the business relationship that
a contractor has with its "customer."

The "Standards of Practice" (published by the Labor Commissioner of the State of

California) illustrates guidelines that further define the contractor or manufacturer
relationship.

OBTAINING WORK FROM MANUFACTURERS

Although local trade publications in some states often carry advertisements from
contractors seeking work from manufacturers, the more common means of securing
work is by building and maintaining a continuous working relationship with the
manufacturers who regularly use a contractor. When initially evaluating the work of a
contractor, a manufacturer will most often place a modest sized cut with the new
contractor. If the work is satisfactory with regard to quality, price, and timeliness of
completion, the contractor will likely receive larger amounts and more frequent work
from the manufacturer. Usually, the "leverage” in the relationship rests with the
manufacturer. In other words, contractors services are not a scarce commodity; if a
manufacturer becomes dissatisfied with the service he or she receives from a
contractor, the manufacturer will not hesitate to cease doing business with the
"problem” contractor.

EXCLUSIVITY OF WORKING RELATIONSHIPS

A contractor commonly receives the majority of itsincome from several
manufacturers, while receiving significantly smaller amounts from a greater number of
manufacturers. Exclusive contractor services performed for only one manufacturer is
most often found where there is a high degree of common ownership between the
two. A contractor does not want to be totally dependent on a single manufacturer; the
contractor would be vulnerable to a cut off of work from the manufacturer. In
addition, the contractor's workload, and hence itsincome, would be tied sol€ely to the
seasonal fluctuations of one manufacturer.
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PRICE DETERMINATION

By the time a manufacturer is ready to have the first cut of a style placed with a
contractor, the manufacturer has estimated the price that it iswilling to pay to have the
process completed for that particular style. Thereisroom for some negotiation
between the contractor and the manufacturer, but within arelatively small range. The
negotiation for sewing, for example, may be over a price of $2.25 per unit versus
$2.35 per unit, rather than whether the price should be $2.00 versus $3.50 per unit.
For cutting, the range which the negotiations may cover might be an equally small
amount. A number of factors are considered when the priceis set: How complicated
is the garment? How many pieces comprise each garment? How large is the cut?
What type of material isbeing used? Isit a"rush job"? Will overtime be required? Is
any special handling required? Is specialized equipment required? Must it be done by
a contractor that does a specialized operation?

Sometimes, a contractor will request a price increase after he or she has started work
on acut. Unexpected problems of some sort are usually cited as the reasons for the
need for the additional fee. In these instances too, the price change is a matter of cents
per garment.

WRITTEN CONTRACTS

An absence of written contractsis common. If a contract exists, the manufacturer has
required it. They are usually one page and contain "pro forma' terms applicable to all
cuts they place with contractors. They generally contain the contractor's name and
address, style and cut numbers, number of units, price, and date are the only variables.
The examiner must specifically request the contracts from the contractor. The cutting
ticket that transmits the goods to the contractor sometimes serves as the only written
record of a business deal between a contractor and manufacturer. Aswith the
contracts, the contractor may not have retained the cutting tickets. If these
documents become important, the examiner has a better chance of securing them from
the manufacturers.  Although these documents are helpful, the use of canceled checks
is often amore efficient and practical way to verify the contractor's income.

TRANSPORTATION OF GOODS

The contractor is usualy responsible for transporting the cut goods to its shop, and the
manufacturer usually bears the cost of moving the finished goods from the contractor.
If one of the parties furnishes transportation in both directions, it bills the other for the
additional expense incurred, unless the parties agreed to different arrangements.



PAYMENT POLICY OF MANUFACTURERSTO CONTRACTORS

The terms of payment are totally determined by the manufacturer. Some will pay
when a portion of a cut is completed, recognizing that contractors have a continuing
payroll cash drain, but others have a policy of only paying when a completed cut is
returned. Likewise, some manufacturers will pay on the first designated day after the
goods are received, while others will withhold payment (or a percentage of the
payment) until the goods have been inspected. Each manufacturer has a designated
day each week when it will issue checks for all work returned by contractors by the
weekly cutoff day. Of course, there are exceptions.

Advances are the most common exception. A contractor may ask for advance
payment of a portion of its fee for a particular cut, most often to meet payroll. Such
reguests can be made while a cut isin process, but there are some instances when a
contractor gets an advance when it first receives a particular cut. These advances are
made as aform of a short term, interest free loan; there are no written documents to
evidence the advance, other than the check itself. Amounts advanced are subtracted
from the amount otherwise due, when the cut is completed. Some manufacturers have
a strict "no advance" policy. Others will make them to selected contractors on an "as
needed" bass.

The examiner should determine the character of advances as either "income" or "loan."
The period that the advances are outstanding is usually 1 to 2 weeks, and the total
advances that any contractor has outstanding at the end of itstax year isusualy a
small amount. Advances are normally income since most contractors are cash basis
taxpayers who are required to recognize the advances in income when received.

INVOICESISSUED BY CONTRACTORS

When completed work is returned by the contractor to the manufacturer, it is
accompanied by an invoice issued by the contractor. Thisisthe means of billing the
manufacturer for the services rendered. The invoices contain the style and cut
numbers, the number of units, the per unit price, and the extension. Any
miscellaneous charges made by the contractor are also included in this same invoice.

The examiner cannot depend on these invoice copies retained by the contractor as an
auditing tool. They are frequently unnumbered, there are no accounting controlsin
place for most contractors, and they are often not made available by the contractors.
In sum, the examiner has no means of determining if al invoices issued during atax
period have been provided by the taxpayer. If the examiner finds that contracts are
absolutely necessary to verify the contractors income, the examiner is advised to
secure them from the various manufacturers that paid the contractor during the
year(s).
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Chapter 4

ACCOUNTING RECORDS

GENERAL INFORMATION

The accounting books and records of garment contractors can range from a shoe box
full of receipts to aformal double entry set of books. Accordingly, be prepared to
deal with avariety of different accounting systems. In addition, the examiner may also
find that some records may be missing, and accounts do not balance. These problems
may be due to alack of internal control for books and record keeping.

Generdly, contractors will record income from monthly total bank deposits, Forms
1099 received from manufacturers, or from a cash receipts journal. The lack of
control over the books and records may lead to underreported income. A detailed
description of how income is recorded by the contractor and the techniques the agent
can use to find unreported income appears in Chapter 8 of this guide.

While not as significant as the income issue, expenses should not be overlooked. Cash
expenditures evidenced by little or no documentation are aso common. A detailed
description of contractor expenses appears in Chapter 9 of this guide.
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Chapter 5

EMPLOYEES

INTRODUCTION

Garment contractors are engaged in alabor intensive business, dependent on the skills
of agenerally mobile pool of employees to fulfill their contracts. Wages paid in the
industry, however, are uniformly low. Layoffs are inevitable when seasona demand
decreases. This section seeks only to describe the nature of the labor pool
encountered in the industry. Employment tax issues related to this narrative will be
addressed in Chapter 10.

TYPESOF EMPLOYEES

Employees hired by sewing contractors include:

1.

2.

7.

8.

A floor lady; sometimes the owner or spouse, to oversee operations.

Machine operators for straight stitch, overlock, sew overlock, button, buttonhole,
and specialty sewing machines.

Pressers or ironers.

Finishing and inspecting personndl, to clip threads, and insure quality.

Ticketers to affix manufacturer and retail tags.

Baggers, finished goods are generally delivered on hangers encased in plastic bags.
Pickup and delivery people; usualy the owner in smaller establishments.

A janitor.

In larger establishments, individuals will be hired to move bundles through the
manufacturing process in plants using the bundle system. In smaller businesses,
employees may perform more than one job.

Employees hired by cutting contractors include:
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1. Cutters, who cut the spread as indicated by the marker. They will also mark or
drill the cut.

2. Spreaders, to lay out or spread the fabric on the table to the length of the marker.

3. A foreman, to oversee the operation. This may be the owner in smaller
establishments.

4. Strappers and ticketers to bundle and label the pieces cut.

5. Ajanitor.

6. Pickup and delivery personnel.

Again, depending on the size of the operation, employees may perform more than one

function.

COMPENSATION DETERMINATION

Compensation is computed either by hourly rates or on a piecework basis. A cutting
contractors employees are generally all paid on an hourly basis.

A sewing contractors machine operators and pressers are often paid on a piecework

basis, whereas other employees are usually paid on an hourly basis. There appearsto
be no industry standard, however, and your piecework rates may not be offered by a
particular contractor.

When piecework rates are offered, completed work is documented by piecework
tickets showing the rate for a particular operation, that is, collar make, collar set, etc.,
and the number of units completed. These records must be supplemented by atime
card record indicating the hours worked during the period because the law mandates
the payment of minimum wage; if the piece work rates do not equal or surpass the
hourly minimum wage rates, it is required that the minimum wage be paid in lieu of
piecework earnings.

Despite these labor laws wages, they may be less than hourly minimum rates and
without premium for overtime.

COMPENSATION METHODS

Compensation is usualy paid weekly. Payments may be made either by check or in
cash.
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Payments made by check generally are treated as wages for purposes of income tax
withholding and FICA taxes and reported as such on the income and employment tax
returns.

Cash payments should be treated similarly, but there is a potential for abuse. For
instance, cash wages may go unreported for withholding and employment tax
purposes, while being claimed as deductible for income tax purposes.

Records of cash payments may be maintained and can take the form of time cards,
disbursement lists, or piecework tickets.

WORK DONE OFF THE PREMISES

Additional labor costs may be claimed for work done off the premisesanditis
important to determine the nature of such costs early in the examination.

Some work may be subcontracted to other contractors, usually for afew cents less
per piece than is received from the manufacturer. Subcontracting is generaly
infrequent and occurs when a contractor takes on more work than can timely be
delivered to the manufacturer.

Other costs, usually spread throughout the year, and represented as "homework," are
deducted for labor on the tax return. Homework, in apparel related industries, with
some exceptions, has long been prohibited under Federal law and the laws of some
states as well.

To be ahomeworker, an individual must not be an employee under the usual common
law rules applicable in determining the employer/employee relationship. The use of
homeworkers nevertheless persists in the industry.

In addition, the individual must meet the following six conditions under IRC section
3121(d)(3), formerly section 3121(d)(4), of the Internal Revenue Code of 1986:

1. The contract of service anticipates that substantially all of the services will be
performed personally;

2. Theindividua has no substantial investment in facilities other than transportation
facilities used in performing the service;

3. Thereisacontinuing work relationship with the person for whom the services are
performed;

4. Theindividua performs the servicesin accordance with the specifications of the
person for whom the services are performed;
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5. Theindividual works with materials and goods furnished by the person for whom
the services are performed;

6. Theindividua returns the finished product to the person for whom the services are
performed or to a person designated by that person.

See also, Treasury Regulation section 31.3121(d)-1(d).

Revenue Ruling 72-88, 1972-1 C.B. 319, concluded that the investment in sewing
equipment and small tools by atailor, hired by certain "merchant tailors' and working
at home, did not constitute a significant investment for purposes of IRC section
3121(d)(3) and viewed the services as personally rendered although he or she was
occasionally provided with assistance by members of his or her family. Thetailor was
considered a statutory employee for purposes of FICA, but not for FUTA or income
tax withholding.

See Chapter 10 for further discussion of subcontractors, homeworkers, and the
employment tax considerations.
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Chapter 6

ACCUMULATION OF INFORMATION BEFORE STARTING THE AUDIT

INTRODUCTION

This chapter focuses on accumulating information to verify the contractor's taxable
income. Although the section on examining income will discuss other means of
identifying manufacturers for whom the taxpayer transacted business, and who will,
therefore, be valuable sources of payment information, this section discusses
information sources that are available to the examiner before the first contact with the
taxpayer. Having thisinformation at the start of the examination gives the examiner a
tool to construct a very effective first interview.

In a Genera Program setting, an examiner has little information in the examination file
before the first appointment with the taxpayer. Items that have been accumulated at
this stage in most audits are those that have been generated by the Service, for
example, the charge-out and labels, a transcript, perhaps an IRP transcript. Of these,
the IRP transcript has the best potential of assisting in the income audit, but as most
examiners know, these documents rarely give a complete listing of an entity's
reportable income items.

Documents from the four sources discussed in this section are those secured from third
parties; they are used to identify manufacturers for whom the taxpayer performed
services. Asdiscussed in Chapter 8 on examining income, identifying manufacturersis
the key to securing information that will help in determining the correct amount of a
contractor'sincome. Toward that end, the following sources should be used for
"leads" that may provide names of manufacturers:

1. Canceled checks that were secured from the manufacturer, if they had been
secured when a manufacturer was examined (see Chapter 1, Selection Of
Contractors For Audit).

2. Documents from the State Division of Labor Standards Enforcement, Department
of Industrial Relations.

3. Listing from the "Apparel Sewing Contractors' publication of the JASA Sewing
Contractors Group, or similar advertising.

4. Work applications that may have been filed with manufacturers by the contractor
(if any of the contractor's manufacturers are already known by examiner).
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5. IRSrecords of Forms 1099 filed in the name of the contractor under audit.
Explanations and examples of these items follow.

CANCELED CHECKS SECURED FROM MANUFACTURERS

In some situations, a contractor is selected for audit based on an inspection of the
checks it received from a manufacturer, during the audit of that manufacturer (as
described in Chapter 1). If thiswas the case, then a careful review of the canceled
checks particularly the endorsements, would be appropriate before the first meeting
with the contractor. The endorsements would give the examiner information such as:

1. Bank accounts into which some checks are deposited. In the audit, the contractor
may not willingly tell the examiner about all bank accounts into which receipts are
deposited; in the search for manufacturers, there is a high probability that
deposited items from some or al of the identified accounts may be summoned.
The more bank accounts identified, generally, provide additional manufacturer
names.

2. The methods which the contractor negotiates the checks received from
manufacturers. Sometimes, all checks from a particular manufacturer are
negotiated in the same manner, for example, al deposited to one account, or all
cashed at a particular check CASHIER. Just as often, however, checks from a
particular manufacturer are negotiated in avariety of ways.

3. Whether the negotiation of the checks is accomplished by the principal, an
employee, or arelative.

4. The percentage of checks deposited versus checks cashed.

5. Perhaps an address or adriver's license number that may be useful when trying to
identify and locate an owner of a contracting business.

In addition to helping the examiner identify manufacturers, the information that can be
obtained from reviewing the checks can help structure specific interview questions that
will be useful in the development of audit issues and verifying information supplied by
the taxpayer.

DOCUMENTS FROM THE DIVISION OF LABOR STANDARDS ENFORCEMENT,
DEPARTMENT OF INDUSTRIAL RELATIONS

The Division of Labor Standards Enforcement is concerned with state regulation of
labor practices of garment employers. Its enforcement of registration requirements,
wage rates, and employee pay records results in documents that may give the examiner
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additional manufacturer names for follow-up.

Registration and the Reqistration Application

All entities engaged in garment manufacturing in Californiaand New York are
required to register with the state. (State laws may differ.) "Garment manufacturing
means sewing, cutting, making, processing, repairing, finishing, assembling, or
otherwise preparing any garment or any article of wearing apparel or accessories
designed or intended to be worn by an individual, including clothing, hats, gloves,
handbags, hosiery, ties, scarves, and belts* * *." Once registered, a garment entity
will beissued a certificate which it displays at its place of business, and which must be
renewed annually. Of interest to the examiner, however, is the application for
registration which must be completed by the taxpayer. Look for the section of the
application which asks for names and addresses of all garment entities with which
taxpayer transacts business. In fact, the state processes the applications with only one
or two entries in this space; it should not be relied upon as a complete listing, but it is
a source of manufacturer names.

Citations and Penalties

When an enforcement officer visits a garment entity and finds violations, he or she
issues a citation to the employer. In addition, the enforcement officer will complete a
Garment Pendty Assessment Order), which details the violations and the
computation of the penalty to be assessed. Either of these documents will include the
name of the manufacturer whose goods were being processed by the taxpayer when
the enforcement officer made an inspection of the premises.

The Examiner will have to issue a summons to the California Department of Industrial
Relations to obtain registration applications and citations as may be required in most

states. The examiner should follow genera IRS procedures for issuing summons for
this type of information.

COMMERCIAL DIRECTORIESAND ADVERTISING

Advertisements placed by the contractor can be extremely helpful in providing
background information about the entity under audit. For example, the JASA Sewing
Contractors Group annually publishes an "Apparel Contractors' guide for the Los
Angelesarea. It contains listings of approximately 300 different contractors. In
addition to genera identification information, the listing also includes specific
equipment available, the California garment industry registration number, and most
importantly, names of manufacturers for whom the contractor has performed services.
The garment specialty group has current and past copies of this publication.
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WORK APPLICATIONS SECURED FROM MANUFACTURERS

Some manufacturers require a prospective new contractor to complete an application
form, which often requests names of other manufacturers for whom the contractor
had provided services. Whenever a manufacturer is asked to supply payment
summaries or canceled checks pertaining to a specific contractor, copies of any work
applications (if any were filed) should be requested as well. If one was filed with the
manufacturer, it would likely include names of others for the examiner to contact for
payment information.

|IRS RECORDS OF FORM 1099

IDRS command IRPTRE will provide alist of Forms 1099 filed for the contractor's
taxpayer identification number, thus naming the issuing manufacturers. If the
contractor is a sole proprietor, IRPTRE transcripts should be requested under the
contractor's EIN as well asits SSN.

Although Forms 1099 are not required for corporate entities, many manufacturers

issue them to all contractors, regardless of the form of their organization. Therefore,
IRPTRE transcripts should be requested even for corporate contractors.
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Chapter 7

INTERVIEW

IMPORTANCE OF THE INTERVIEW

All techniques in this Guide have been used extensively in income tax audits of
contractors. The quality of theinitial interview will affect the overall quality and
success of the entire examination. A detailed and specific interview plan is necessary
for each audit. Sometimes follow-up interviews will be needed to verify information
provided with the examination results.

WHO TO INTERVIEW

Examiners should attempt to directly interview the taxpayer. However, the taxpayer is
allowed to be represented by another, usually an attorney, certified public accountant,
or enrolled agent. If the principal appears without a representative, IRC section
7521(b)(2) requires an examiner to suspend an interview if the taxpayer requests to
consult with a representative or seek advice. The examiner may not require a taxpayer
to accompany the representative to an interview in the absence of an administrative
summons, |RC section 7521(c).

The examiner should request the taxpayer's presence at the interview if the information
required such specificity and detail that only the taxpayer will be able to supply it.
Accountants and attorneys can often give genera answers based on their overall
understanding of an industry, and they can answer interview questions "to the best of
my knowledge." However, they cannot provide detailed, complete answers to the